AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

Internal Revenue Service, Treasury

1963
Amount of earnings and profits (before
reduction by foreign income tax) to
which minimum distribution would be
attributable if the effective foreign tax
rate  of 37 percent obtained
(0.68X$100) ....oveeerreircieiseeinieiennne $68.00
Minimum distribution required to be re-
ceived by M Corporation, i.e., such
an amount that is $68 less the for-
eign income tax on such $68, deter-
mined by letting “d” equal the divi-
dend in the algebraic equation:
d=$68 — (0.10 x $68) — 0.30
($68 — [0.10 x $68] — d) —
0.20d.
d=$68 — $6.80 — ($20.40 —
$2.04 — 0.30d) — 0.20d.
d=$61.20 — $20.40 + $2.04 +
0.30d — 0.20d.
d=$42.84 + 0.10d.
0.90d=$42.84.
d=$42.84/0.90, OF ......ccceovurucne $47.60
Gross-up under section 78, using the
actual foreign income tax imposed on
pretax profits to which are attributable
the earnings and profits distributed
($6.80+0.30  [$61.20 —$47.60]+0.20

[$47.60]) oo $20.40
Taxable income of M Corporation for

1963 ($47.60+320.40) ......coccerennnnne $68.00
U.S. tax before foreign tax credit

($68X0.52) ..ooveeverererreererreeeeerieni $35.36
Foreign tax credit ($47.60/$47.60x

$20.40) ... . $20.40
U.S. tax pay .

$20.40) v $14.96
Overall U.S. and foreign income tax

rate [$14.96+$20.40+($32x0.37))/

$100 ... . 47.20%

1964

Dividend received by M Corporation

($32—[0.37X$32]) ...ocevriiiriricicieene $20.16
Gross-up under section 78, using the

foreign income tax paid or accrued

on pretax earnings and profits to

which are attributable 1963 earnings

and profits distributed during 1964

($20.16/$20.16x[$32x 0.37]) ...vvvvenv.. $11.84
Taxable income of M Corporation for

1964 ($20.16+$11.84) ...coovvcvcrrrrennnne. $32.00
U.S. tax before foreign tax credit

($32X0.52) ... $16.64
Foreign tax credit ($20.16/$20.16x

$11.84) . $11.84
U.S. tax payable ($16.64—$11.84) ....... $4.80

(b) If B Corporation were a less developed
country corporation under section 902(d),
there would be no gross-up under section 78
and the foreign tax credit of M Corporation
would be $14.28 for 1963 ($47.60/[47.60+
$20.40]1x$20.40), and $7.46 for 1964 ($20.16/
[$20.16+$11.84]x$11.84).

Example 2. For 1963, domestic corporation
M receives a dividend of $21 from B Corpora-
tion which counts toward a minimum dis-
tribution from a group, determined by apply-
ing the special rules of paragraphs (b) and (c)
of §1.963-4. Both corporations use the cal-
endar year as the taxable year. Foreign law
imposes on B Corporation an income tax of
40 percent of the year’s pretax earnings and
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profits, less dividends paid for such year, and
of 20 percent of such dividends. Corporation
M directly owns 70 percent of the one class of
stock of B Corporation, which for 1963 has
pretax and predistribution earnings and prof-
its of $100. Corporation B is not a less devel-
oped country corporation under section
902(d). In late 1964, M Corporation receives a
distribution of all of B Corporation’s 1964
earnings and profits and of $25.20 from its
1963 earnings and profits. The foreign income
tax of B Corporation deemed paid for 1963 by
M Corporation under section 902(a) is based
on the foreign income tax actually paid by B
Corporation on an amount of pretax earnings
and profits which, when reduced by the tax
so paid, equals the total dividend which is
paid. The determination of tax deemed paid
by M Corporation with respect to distribu-
tions from 1963 earnings and profits of B Cor-
poration is as follows:

1963
Pretax and predistribution earnings and profits of B
Corporation for 1963 ..........ccceeiveirieieeieereeens $100
Total dividend paid by B Corporation in 1963 ($21/
0.70) ... . 30
Total foreign income tax paid by B Corporation for
1963 (0.40[$100 — $30]+[0.20x$30]) or ($28+$6) 34

Foreign income tax, represented by “t” in the fol-
lowing equation, to be taken into account with re-
spect to total dividend in determining tax deemed
paid under section 902(a) by M Corporation:

t=(0.20x$30)+0.40t.

t=$6+0.40t.
0.60t=%$6.
H=86/0.60, OF evoveeereereeeeeeeseeeeeeereeeeseeresnrens $10
Foreign income tax deemed paid by M Corporation
for 1963 ($21/$30X$10) ...oovevvererrirircieirrcerereeenes 7
1964
Remaining 1963 earnings and profits of B Corpora-
tion ([$100 —$34] —$30) or ($66 —$30) .....ccoevruneee 36
Dividend received by M Corporation for 1964
(0.70x$36) ..... 25.20

Foreign income tax deeme'a"paid by M”E:orporatior;
for 1964 ($25.20/$36x [$34—$10]) or ($25.20/

$36x$24) ...... 16.80

[T.D. 6759, 29 Sept. 25, 1964; 29 FR 13896, Oct.
8, 1964, as amended by T.D. 6767, 29 FR 14879,
Nov. 3, 1964]

§1.963-6 Deficiency distribution.

(a) In general. Section 963(e)(2) and
this section provide a method under
which, by virtue of a deficiency dis-
tribution, a United States shareholder
may be relieved from the payment of a
deficiency in tax for any taxable year
arising by reason of failure to include
subpart F income in gross income
under section 951(a)(1)(A)(i), when it
has been determined that such share-
holder has failed to receive a minimum
distribution for such year in respect of
which it elected to secure the exclusion

489



§1.963-6

under section 963. In addition, this sec-
tion provides rules with respect to a
credit or refund of part or all of any
such deficiency which has been paid.
Under the method provided, the benefit
of the exclusion of subpart F income
from gross income of the United States
shareholder is allowed retroactively for
the taxable year in respect of which
the election under section 963 applied,
but only if the subsequent deficiency
distribution meets the requirements of
this section. The benefits of the retro-
active exclusion will not, however, pre-
vent the assessment of interest, addi-
tional amounts, and assessable pen-
alties.

(b) Requirements for deficiency distribu-
tion—(1) Distribution made on or after
date of determination. If—

(i) A United States shareholder, in
making its return of the tax imposed
by chapter 1 of the Code for any tax-
able year, elects to secure an exclusion
under section 963 for such year,

(ii) It 1is subsequently determined
(within the meaning of paragraph (c) of
this section) that an exclusion under
section 963 of subpart F income with
respect to stock to which such election
relates does not apply for such taxable
year because of the failure of such
shareholder to receive a minimum dis-
tribution for such year with respect to
such stock, and

(iii) Such failure is due to reasonable
cause, a deficiency distribution which
is received by such shareholder with re-
spect to such stock from a foreign cor-
poration which was the single first-tier
corporation, or a corporation in the
chain or group, as the case may be,
with respect to which the election was
made, shall count toward a minimum
distribution under section 963 for such
year of election if such deficiency dis-
tribution is received (except as pro-
vided by subparagraph (2) of this para-
graph) on, or within 90 days after, the
date of such determination and prior to
the filing of a claim under paragraph
(d)(1) of this section. Such claim must
be filed within 120 days after the date
of such determination, and the defi-
ciency distribution must be a dividend
of such a nature (except as otherwise
provided in this section) as would have
permitted it to count toward a min-
imum distribution for the taxable year
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of the election if it had been received
by the United States shareholder dur-
ing such year. No distribution shall
count as a deficiency distribution
under this subparagraph unless a claim
therefor is filed under paragraph (d)(1)
of this section.

(2) Distribution made before date of de-
termination. A deficiency distribution
may also be received by a TUnited
States shareholder at any time prior to
the date on which the determination
required by subparagraph (1) of this
paragraph is made. A distribution will
count as a deficiency distribution
under this subparagraph—

(i) To the extent that such distribu-
tion otherwise satisfies the require-
ments of this section;

(ii) If the United States shareholder
files within 90 days after such distribu-
tion but before the determination date
an advance claim described in para-
graph (d)(2) of this section for treat-
ment of such distribution as a defi-
ciency distribution;

(iii) If such shareholder consents in
such claim to include such deficiency
distribution in gross income for the
taxable year of the election to the ex-
tent necessary to complete a minimum
distribution for such year and under
section 6501 to extend the period for
the making of assessments, and the
bringing of distraint or a proceeding in
court for collection, in respect of a de-
ficiency and all interest, additional
amounts, and assessable penalties for
such taxable year;

(iv) If, when requested by the district
director, such shareholder consents
under section 6501 in such claim to ex-
tend the period for the making of as-
sessments, and the bringing of dis-
traint or a proceeding in court for col-
lection, in respect of a deficiency and
all interest, additional amounts and as-
sessable penalties for the year of re-
ceipt of such distribution; and

(v) To the extent that such share-
holder makes advance payment of tax
which would result from the inclusion
of such distribution in gross income as
a minimum distribution for the year of
such deficiency.

To the extent that such distribution is
not necesasry under the determination
(when made under paragraph (c) of this
section) for a deficiency distribution, it
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shall be included in the United States
shareholder’s gross income for the tax-
able year of receipt of such distribution
and paragraph (g) of this section shall
not apply.

(3) Earnings and profits of year of elec-
tion to be first distributed. If—

(i) In the case of a first-tier election,
the United States shareholder’s propor-
tionate share of the earnings and prof-
its of the foreign corporation which
was the single first-tier corporation, or

(ii) In the case of a chain or group
election, any portion of the share of
any corporation or corporations (which
were in the chain or group) of the con-
solidated earnings and profits with re-
spect to the United States shareholder,

for the taxable year of the election has
not been distributed on the stock with
respect to which the election was
made, then a distribution, in order to
be counted toward a deficiency dis-
tribution, must be made by such cor-
poration or corporations and from such
earnings and profits to the extent
thereof. Once all such earnings and
profits of such corporation or corpora-
tions have been completely distributed,
a deficiency distribution may be made
from other earnings and profits of such
foreign corporation which was a single
first-tier corporation, or of such cor-
poration or corporations which were in
such chain or group, as the case may
be.

(4) Proof of reasonable cause. Reason-
able cause for failure to receive a min-
imum distribution shall be deemed to
exist, in the absence of circumstances
demonstrating bad faith, if the electing
United States shareholder receives,
within the period prescribed by para-
graph (a)(1)(i) of §1.963-3 with respect
to the year of election, at least 80 per-
cent of the amount of a minimum dis-
tribution (from the earnings and prof-
its to which the election for such year
relates) which if received during such
period would have satisfied the condi-
tions for the section 963 exclusion to
apply to such year. If less than 80 per-
cent of the amount of a minimum dis-
tribution is received during such pe-
riod, the existence of a reasonable
cause for failure to receive a minimum
distribution must be established by
clear and convincing evidence; how-
ever, the preceding sentence shall not

§1.963-6

be taken as a limitation on the estab-
lishment of reasonable cause by any
other proof of reasonable cause. For ex-
ample, reasonable cause will exist if a
single first-tier corporation for its tax-
able year makes a distribution which
would be a minimum distribution but
for a refund of foreign income tax
which it has paid in good faith under
foreign law but which is found not to
be due after the United States income
tax return of the United States share-
holder has been filed.

(c) Nature and details of determination.
(1) A determination that the section
963 exclusion does not apply to a
United States shareholder for a taxable
year due to its failure to receive a min-
imum distribution for such year shall,
for the purposes of this section, be es-
tablished by—

(i) A decision by the Tax Court or a
judgment, decree, or other order by
any court of competent jurisdiction,
which has become final;

(ii) A closing agreement made under
section 7121; or,

(iii) An agreement which is signed by
the district director, or such other offi-
cial to whom authority to sign the
agreement is delegated, and by, or on
behalf of, such shareholder and which
relates to the liability of such share-
holder for the tax under chapter 1 of
the Code for such year.

(2) The date of determination by a de-
cision of the Tax Court shall be the
date upon which such decision becomes
final, as prescribed in section 7481.

(3) The date upon which a judgment
of a court becomes final shall be deter-
mined upon the basis of the facts in the
particular case. Ordinarily, a judgment
of a United States district court shall
become final upon the expiration of the
time allowed for taking an appeal, if no
such appeal is duly taken within such
time; and a judgment of the United
States Court of Claims shall become
final upon the expiration of the time
allowed for filing a petition for certio-
rari, if no such petition is duly filed
within such time.

(4) The date of determination by a
closing agreement made under section
7121 shall be the date such agreement is
approved by the Commissioner.

(5) The date of a determination made
by an agreement which is signed by the
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district director, or such other official
to whom authority to sign the agree-
ment is delegated, shall be the date
prescribed by this subparagraph. The
agreement shall be sent to the United
States shareholder at his last known
address by either registered or certified
mail. For further guidance regarding
the definition of last known address,
see §301.6212-2 of this chapter. If reg-
istered mail is used for such purpose,
the date of registration shall be treated
as the date of determination; if cer-
tified mail is used for such purpose, the
date of the postmark on the sender’s
receipt for such mail shall be treated
as the date of determination. However,
if the deficiency distribution is re-
ceived by such shareholder before such
registration or postmark date but on
or after the date the agreement is
signed by the district director or such
other official to whom authority to
sign the agreement is delegated, the
date of determination shall be the date
on which the agreement is so signed.

(6) The determination under this
paragraph shall find that, due to the
United States shareholder’s failure to
receive a minimum distribution, the
section 963 exclusion does not apply for
the taxable year with respect to stock
to which the election under such sec-
tion relates. A determination described
in subdivision (ii) or (iii) of subpara-
graph (1) of this paragraph shall set
forth the amount of the deficiency dis-
tribution and the amount of additional
income tax for which the United States
shareholder is liable under Chapter 1 of
the Code by reason of not including in
gross income for such year the amount
of the deficiency distribution. If a de-
termination described in subdivision (i)
of subparagraph (1) of this paragraph
does not establish the amount of the
deficiency  distribution and such
amount of additional tax, such
amounts may be established by an
agreement which is signed by the dis-
trict director, or such other official to
whom authority to sign the agreement
is delegated.

(d) Claim for treatment of distribution
as a deficiency distribution—(1) Claim
filed after date of determination. A claim
(including any amendments thereof)
for treatment of a deficiency distribu-
tion as counting toward a minimum

26 CFR Ch. | (4-1-08 Edition)

distribution for the taxable year of
election shall be filed in duplicate,
within 120 days after the date of the de-
termination described in paragraph (c)
of this section, with the requisite dec-
laration prescribed by the Commis-
sioner on the appropriate claim form
and shall be accompanied by—

(i) A copy of such determination and
a description of how it became final;

(ii) If requested by the district direc-
tor, or by such other official to whom
authority to sign the agreement re-
ferred to in paragraph (c)(1) or (6) of
this section is delegated, a consent by
the United States shareholder under
section 6501 to extend the period for
the making of assessments, and the
bringing of distraint or a proceeding in
court for collection, in respect of a de-
ficiency and all interest, additional
amounts, and assessable penalties for
the taxable year of election; and

(iii) Such other information as may
be required by the claim form or the
district director, or other official, in
support of the claim.

(2) Advance claim. An advance claim
for treatment of a deficiency distribu-
tion as counting toward a minimum
distribution for the taxable year of
election shall be filed in duplicate,
within 90 days after such distribution
but before the date of determination
described in paragraph (c) of this sec-
tion, and shall satisfy all requirements
of subparagraph (1) of this paragraph
other than subdivision (i) of such sub-
paragraph. However, within 120 days
after the date of the determination de-
scribed in paragraph (c) of this section,
the advance claim shall be completed
so that it satisfies all requirements of
subparagraph (1) of this paragraph.

(e) Computation of interest on defi-
ciencies in tax. If a United States share-
holder, for the taxable year of the elec-
tion under section 963, completes a
minimum distribution for such year by
receiving a deficiency distribution to
which this section applies, the interest
on the deficiency in tax due by reason
of the failure to include the amount of
such deficiency distribution in such
shareholder’s gross income for such
year shall be computed for the period
from the last date prescribed for pay-
ment of the tax for such year to the
date such deficiency in tax is paid. No
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interest shall be due by reason of the
failure to include Subpart F income in
gross income for a taxable year in re-
spect of which a minimum distribution
under section 963 is completed by a de-
ficiency distribution to which this sec-
tion applies.

(f) Claim for credit or refund. If a defi-
ciency in tax is asserted for any tax-
able year by reason of failure to in-
clude Subpart F income in gross in-
come under section 951(a)(1)(A)(i) and
the United States shareholder has paid
any portion of such asserted deficiency,
such shareholder is entitled to a credit
or refund of such payment to the ex-
tent that such payment constitutes an
overpayment of tax as the result of the
receipt of a deficiency distribution to
which this section applies. To secure
credit or refund of such overpayment of
tax, the United States shareholder
must file a claim for refund in accord-
ance with §301.6402-3, in addition to the
claim form required under paragraph
(d) of this section. No interest shall be
allowed on such credit or refund. For
other rules applicable to the filing of
claims for credit or refund of an over-
payment of tax, see section 6402 and
the regulations thereunder. For the
limitations applicable to the credit or
refund for an overpayment of tax, see
section 6511 and the regulations there-
under.

(g) Effect of deficiency distribution—(1)
Allocation of distributions. The defi-
ciency distribution shall be allocated,
by applying the rules of §1.963-3 (and
paragraph (b) of §1.963-4, if applicable
for the year of election), as a distribu-
tion first from the earnings and profits
(to the extent thereof) of the foreign
corporation which was the single first-
tier corporation, or of the distributing
corporation or corporations which were
in the chain or group, as the case may
be, for the taxable year in respect of
which the election was made, and then
from earnings and profits (to the ex-
tent thereof) described in section
959(c)(3) and determined as provided in
section 959 for the most recent taxable
year and the first, second, etc., taxable
years preceding such recent taxable
years, in that order, of the distributing
corporation or corporations. In apply-
ing the preceding sentence to taxable
years other than the taxable year in re-
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spect of which the election was made,
the deficiency distribution shall first
be allocated, in the order of allocation
prescribed by such sentence, first to
taxable years in respect of which no
election under section 963 was made
with respect to the stock on which
such distribution is received and then
to taxable years in respect of which an
election under such section was made.

(2) Year of receipt. Any deficiency dis-
tribution made with respect to a tax-
able year of the United States share-
holder shall be treated, except as pro-
vided in paragraph (b)(2) of this sec-
tion, as having been received by the
shareholder in that year for which such
shareholder elected to secure an exclu-
sion under section 963; and, for pur-
poses of the foreign tax credit under
section 901, the foreign income taxes
paid or accrued, or deemed paid, by the
United States shareholder by reason of
a distribution of any amount treated as
a deficiency distribution for such year
shall be treated as paid or accrued, or
deemed paid, for such year.

(3) Year of payment. A distribution
counting toward a deficiency distribu-
tion for a taxable year of election
shall, except as provided in paragraph
(b)(2) of this section, be treated for pur-
poses of applying paragraph (a) of
§1.963-3, relating to conditions under
which earnings and profits are counted
toward a minimum distribution, and
paragraph (b)(3) of §1.963-4, relating to
rules for distributing through a chain
or group, as if it were distributed dur-
ing the distribution period (as defined
in paragraph (g) of §1.963-3) with re-
spect to the distributing corporation
and each foreign corporation through
which such distribution is made to the
United States shareholder, for the tax-
able year to which the election under
section 963 applies; and the foreign in-
come taxes paid by any foreign cor-
poration by reason of such distribution
shall, in the application of section 902
and of the special rules of paragraph (c)
of §1.963-4, be treated as paid or ac-
crued by such foreign corporation for
its taxable year to which such election
applies. The distribution shall not
count toward a minimum distribution
for any other taxable year.
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(4) Allocation of reduction in tax credit.
If any portion of a deficiency distribu-
tion from a corporation which was in a
chain or group is paid from earnings
and profits of a taxable year other than
that in respect of which the election
was made, then the minimum distribu-
tion toward which such deficiency dis-
tribution counts may not be treated as
a pro rata minimum distribution for
purposes of §1.963-4. Moreover, the
amount of the overall United States
and foreign income tax with respect to
such minimum distribution must sat-
isfy the minimum tax requirements of
paragraph (a)(1)(i), or paragraph (ii), of
§1.963-4, but, if the latter applies, with-
out any reduction and deferral under
paragraph (c)(3) of such section of the
foreign tax credit allowable under sec-
tion 901 with respect to the deficiency
distribution.

[T.D. 6759, 29 FR 13346, Sept. 25, 1964, as
amended by T.D. 6767, 29 FR 14879, Nov. 3,
1964; T.D. 7410, 41 FR 11020, Mar. 16, 1976; T.D.
8939, 66 FR 2819, Jan. 12, 2001]

§1.963-7 Transitional rules for certain
taxable years.

(a) Extension of time for making, revok-
ing, or changing election—(1) In general.
Subparagraphs (2) and (3) of this para-
graph provide additional rules which
apply only to a taxable year of a
United States shareholder for which
the last day prescribed by law for filing
its return (including any extensions of
time under section 6081) occurs on or
before the 90th day after September 30,
1964.

(2) Manner of making the election. The
election of the United States share-
holder to secure the exclusion under
section 963 and the consent to the regu-
lations under such section may be
made for the taxable year—

(i) By filing with the return (or with
an amended return filed on or before
such 90th day) for such taxable year—

(a) A written statement stating that
such election is made for such taxable
year, and

(b) The names of the foreign corpora-
tions to which such election applies,
the taxable year, country of incorpora-
tion, pretax earnings and profits, for-
eign income taxes, earnings and prof-
its, and outstanding capital stock, of
each such corporation, and such other
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information relating to the election
made as the Commissioner may pre-
scribe, on or before the date of filing,
by instructions or schedules to support
such return; or

(ii) In case of any extension of time
under section 6081 with respect to such
taxable year where the last day pre-
scribed by law for filing the return by
the electing United States shareholder
(not including any extensions thereof)
occurs on or before September 30, 1964,
by filing with the request for the first
such extension of time a written state-
ment stating that such election is
made for such taxable year and setting
forth the names of the foreign corpora-
tions to which each election applies.

(3) Revocation or change of election. An
election made in the manner provided
by subparagraph (2) of this paragraph
may be revoked or changed—

(i) By filing with the return on or be-
fore the 90th day after September 30,
1964, a written statement that such
election is revoked or changed, as the
case may be, and by setting forth with
respect to any such modified election
the information prescribed by subpara-
graph (2)(i)(b) of this paragraph, or

(ii) Where the return has been filed
on or before such 90th day, by filing on
or before such 90th day an amended re-
turn and an accompanying statement
that such election is revoked or
changed, as the case may be, and by
setting forth with respect to any such
modified election the information pre-
scribed by subparagraph (2)(i)(b) of this
paragraph.

(b) Extension of time for making a min-
imum distribution—(1) In general. This
paragraph applies only with respect to
a taxable year of a United States
shareholder ending on or before Sep-
tember 30, 1964, for which an election
to secure an exclusion under section
963 is made where, in case of a first-tier
election, the distribution period of
such first-tier corporation with respect
to its taxable year to which such elec-
tion applies ends on or before the 90th
day after such date, and where, in the
case of a chain or group election, the
distribution period ends on or before
such 90th day with respect to the tax-
able year to which the election applies
of any of the foreign corporations in
such chain or group.
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